1. Shaded areas indicate recessions, as determined by the National Bureau of Economic Research. 3. All data with significant seasonal patterns are adjusted accordingly, unless labeled NSA.
T he consumer price index (CPI) measures the prices urban consumers pay for a representative basket of goods and services. The CPI is one of the most important measures of inflation. The prices of many products and services are directly linked to changes in the CPI. For instance, when the CPI increases, Social Security benefits and wages stated in labor contracts may rise as well.
Forecasting future inflation rates is important because of these links, but which measure to use as a predictor of future inflation is widely debated. Some argue for headline CPI, which includes all items in the representative basket, and others for core CPI, which excludes food and energy prices. Proponents of the latter argue that core CPI inflation is a better predictor of future headline CPI inflation than headline CPI inflation itself because food and energy prices are both volatile and therefore contain little predictive information.
I revisit the issue of whether food and energy should be removed when forecasting headline CPI. Instead of focusing on volatility, we use the signal-to-noise ratio (SNR) as a measure of the relevant predictive significance of each component of CPI for 12-month-ahead year-overyear headline CPI. Taking this approach implies a tradeoff between a component's (i) degree of volatility and (ii) degree of correlation with future headline CPI. The greater a component's SNR, the more useful the component should be in forecasting headline CPI.
The chart shows estimates of the SNRs of some of the major components of headline CPI from December 1968 to May 2010 estimated over a 10-year rolling window. The solid black line shows the SNR of energy prices and the dashed black line the SNR of food prices. In the late 1960s, the SNRs of food prices and energy prices were almost identical to those of other components. After the oil crisis of the mid-1970s, the SNR of energy prices dramatically declined and remained low across the entire sample. This low signal strength suggests energy prices will have little predictive content for future headline CPI inflation.
In contrast, the SNR of food prices was low throughout the early 1980s then trended upward before moderating in more recent years. Although this ratio initially had one of the two lowest values, it gradually surpassed the ratios of many other CPI components and in the late 1990s had the second-highest value of all components. Throughout the 2000s the SNR of food prices varied widely but often remained higher than the SNRs of many other components, including transportation and apparel.
The chart indicates that overall the energy component of headline CPI may not be useful for predicting future headline CPI inflation. It is not clear, however, whether food prices are a useful predictor and should be excluded or not. 87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04  05  06  07  08  09  10  11  12   86  87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04  05  06  07  08  09  10  11 Percent of GDP
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Retail and Food Services Sales
*Data from Jan. 1992 to the present are on a NAICS basis; data prior to Jan. 1992 are on an SIC basis and are not strictly comparable (see End Note).
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Sources
Bureau of Economic Analysis (BEA), U.S. Dept. of Commerce National income and product accounts, international trade and investment data (except by country), auto and light truck sales.
Census Bureau, U.S. Dept. of Commerce Inventory-sales ratios, retail sales, capital goods orders, housing starts, exports and imports by country.
Bureau of Labor Statistics (BLS), U.S. Dept. of Labor
All employment-related data, employment cost index, consumer and producer price indexes, unit labor cost, output per hour, compensation per hour, multifactor productivity.
United States Department of Treasury
Unified budget receipts, outlays, deficit, debt.
Federal Reserve Board
Index of industrial production, treasury yields, exchange rates, capacity utilization, household debt.
The Survey Research Center, The University of Michigan
Consumer sentiment index.
Organization for Economic Cooperation and Development (OECD)
GDP for major trading partners (not available on FRED).
Notes
Pages 4, 5: Final Sales is gross domestic product (GDP) minus change in private inventories. Advance, Second, and Third GDP Growth Rates are released during the first, second, and third months of the following quarter. Changes result from incorporation of more complete information. Real GDP is measured in 2005 dollars. The ISM (formerly Purchasing Managers') Index is a weighted average of diffusion indexes for new orders, production, supplier deliveries, inventories, and employment. Aggregate and Average Weekly Hours are paid hours of production and nonsupervisory employees. The Inventory-Sales Ratio uses nominal (current-dollar) inventory and sales data. 
